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Members of the Knott County Fiscal Court

The enclosed report prepared by Simon, Underwood & Associates PSC, Certified Public
Accountants, presents the fourth quarter financial statement of Knott County, Kentucky, as
of and for the year ended June 30, 2007.

We engaged Simon, Underwood & Associates PSC to perform the audit of this financial
statement. We worked closely with the firm during our report review process; Simon,
Underwood & Associates PSC evaluated Knott County’s internal controls and compliance
with applicable laws and regulations.
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Auditor of Public Accounts
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EXECUTIVE SUMMARY

AUDIT EXAMINATION OF THE
KNOTT COUNTY FISCAL COURT

June 30, 2007

Simon, Underwood & Associates PSC was engaged to audit the financial activities of Knott County,
Kentucky for fiscal year ended June 30, 2007 and we have issued a disclaimer of opinion thereon.

Based on our assessment of fraud risk, we determined the risk for fraud to be too high and we were
unable to apply other procedures to overcome this fraud risk. In addition, the Fiscal Court had serious
weaknesses in the design and operation of its internal control procedures and accounting functions.
Furthermore, management elected to override the internal control procedures that were in place. We
were unable to apply audit procedures to test for appropriate compliance with statutory, contractual, and
administrative regulations as well as with federal grant agreements, Department for Local Government
(DLG) requirements, and county administrative code requirements. Because of this, we were also
unable to determine if ethics violations occurred. In addition, we were not able to access certain fiscal
court records needed to adequately conduct our procedures due to the county’s failure to provide certain
requested documentation. The significance of these issues, in the aggregate, prevents us from
expressing an opinion and we do not express an opinion on the financial activities of Knott County,
Kentucky.

Report Comments:

2007-01 Over $8.2 Million In Public Funds Were Expensed For The Knott County Youth
Foundation By Fiscal Court Without A Formal Agreement Between The County And
The Youth Center With $2.7 Million Being Spent Without Land Ownership

2007-02 Knott County Road Expenditures Totaling $780,814 Could Not Be Validated

2007-03 $412,035 In Public Funds Were Used For Knott County Adventure Tourism Park
System (ATV Center) While On Private Property

2007-04 All Related Party Transactions Should Be Disclosed To The Fiscal Court

2007-05 Knott County Paid Approximately $7,380 In Health And Dental Insurance Benefits
For Five Terminated Employees

2007-06 Knott County Bridge Foreman And A Bridge Employee Were Compensated As Both
An Employee And An Independent Contractor To Build Bridges That Could Not Be
Validated

2007-07 Finance Director Was Compensated As Both An Employee And An Independent
Contractor

2007-08 Knott County Fiscal Court Continues To Lack Controls Over County Vehicles And

Cell Phones Provided To County Employees And Fails To Report Personal Use As
Taxable Income

2007-09 Knott County Fiscal Court Approved The Exchange Of .14 Acres Owned By Fiscal
Court With .04 Acres Purportedly Owned By The County Attorney And Former
County Treasurer’s Brother

2007-10 Knott County Fiscal Court Failed To Take Corrective Action Of Prior Year Ended
June 30, 2005 Comments Relating To Pool Project, Federal And Restricted Funds

2007-11 Knott County Judge/Executive May Appoint Only One Deputy Judge/Executive

2007-12 All Contingent Liabilities Should Be Disclosed To The Fiscal Court

2007-13 The County Failed To Comply With State Laws And Regulations

2007-14 Knott County Fiscal Court Did Not Follow Competitive Bidding Requirements For

County Projects And Contracts Not Bid Were Paid To Related Parties
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(Continued)

Report Comments: (Continued)

2007-15
2007-16

2007-17

2007-18

2007-19

2007-20

2007-21
2007-22

Knott County Fiscal Court Should Improve Controls Over Payroll Procedures

Knott County Fiscal Court Expenditures Of Over $2 Million Failed To Have Proper
Documentation Or Comply With Payment Procedures

Knott County Fiscal Court Minutes Should Accurately Reflect What Occurs At Fiscal
Court Meetings; And Committees, Commissions And Boards Appointed By The Fiscal
Court Should Also Maintain Minutes Of Their Respective Meetings

The County Does Not Maintain Proper Documentation For Accurate Valuation Of
Capital Assets

The County Does Not Maintain Proper Documentation Totaling $18,000 For
Independent Contractors

Approximately $8.2 Million Of Assets Are At Risk Due To Inadequate Insurance
Coverage

Fiscal Court Paid $221 In Late Fees On Credit Card Payments

Fiscal Court Should Improve Policy And Procedures Related To The Schedule Of
Expenditures Of Federal Awards
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To the People of Kentucky
Honorable Steven L. Beshear, Governor
Jonathan Miller, Secretary
Finance and Administration Cabinet
Honorable Randy Thompson, Knott County Judge/Executive
Members of the Knott County Fiscal Court

Independent Auditor’s Report

We were engaged to audit the financial activity contained in the Fourth Quarterly Report of Knott
County, Kentucky, as of and for the year ended June 30, 2007. The financial activity is the
responsibility of the Knott County Fiscal Court.

The financial activity contained in the Fourth Quarterly Report is intended to present budgeted and
actual revenues and expenditures of Knott County, Kentucky on the cash basis of accounting and also
the long-term debt of Knott County, Kentucky. Actual revenues and expenditures are recognized when
received or paid rather than when earned or incurred. The presentation of the financial activity
contained in the Fourth Quarterly Report is not intended to be a presentation in conformity with
generally accepted accounting principles.

Based on our assessment of fraud risk, we determined the risk of fraud to be too high, and we were
unable to apply other procedures to overcome this fraud risk. In addition, the Fiscal Court had serious
weaknesses in the design and operation of its internal control procedures and accounting functions.
Furthermore, management elected to override the internal control procedures that were in place. We
were unable to apply audit procedures to test for appropriate compliance with statutory, contractual, and
administrative regulations as well as with federal grant agreements, Department for Local Government
(DLG) requirements, and county administrative code requirements. Because of this, we were also
unable to determine if ethics violations occurred. In addition, we were unable to access certain Fiscal
Court records needed to adequately conduct our procedures due to the county’s failure to provide
certain requested documentation. The significance of these issues, in the aggregate, prevents us from
placing any reliance on the financial activities contained in the Fourth Quarterly Report of the Fiscal
Court.

Because we were unable to place reliance on the accuracy, validity, and completeness of the county’s
Fourth Quarterly Report and because audit risk is at an unacceptable level, the scope of our work was
not sufficient to enable us to express, and we do not express, an opinion on the financial activity
contained in the report referred to in the first paragraph.

4020 Taylorsville Road  Louisville, KY 40220 Telephone: 502-456-4860  Facsimile: 502-456-4828  wiww suacpa com
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To the People of Kentucky
Honorable Steven L. Beshear, Governor
Jonathan Miller, Secretary
Finance and Administration Cabinet
Honorable Randy Thompson, Knott County Judge/Executive
Members of the Knott County Fiscal Court

In accordance with Government Auditing Standards, we have also issued our report dated
September 15, 2008, on our consideration of Knott County, Kentucky's internal control over financial
reporting and on our tests of its compliance with certain provisions of laws, regulations, contracts, and
grant agreements and other matters. The purpose of that report is to describe the scope of our testing of
internal control over financial reporting and compliance and the results of that testing, and not to
provide an opinion on the internal control over financial reporting or on compliance. That report is an
integral part of an audit performed in accordance with Government Auditing Standards and should be
considered in assessing the results of our audit.

Based on the results of our audit, we present the schedule of findings and questioned costs, included
herein, which discusses the following report comments:

2007-01 Over $8.2 Million In Public Funds Were Expensed For The Knott County Youth
Foundation By Fiscal Court Without A Formal Agreement Between The County And
The Youth Center With $2.7 Million Being Spent Without Land Ownership

2007-02 Knott County Road Expenditures Totaling $780,814 Could Not Be Validated

2007-03 $412,035 In Public Funds Were Used For Knott County Adventure Tourism Park
System (ATV Center) While On Private Property

2007-04 All Related Party Transactions Should Be Disclosed To The Fiscal Court

2007-05 Knott County Paid Approximately $7,380 In Health And Dental Insurance Benefits
For Five Terminated Employees

2007-06 Knott County Bridge Foreman And A Bridge Employee Were Compensated As Both
An Employee And An Independent Contractor To Build Bridges That Could Not Be
Validated

2007-07 Finance Director Was Compensated As Both An Employee And An Independent
Contractor

2007-08 Knott County Fiscal Court Continues To Lack Controls Over County Vehicles And

Cell Phones Provided To County Employees And Fails To Report Personal Use As
Taxable Income

2007-09 Knott County Fiscal Court Approved The Exchange Of .14 Acres Owned By Fiscal
Court With .04 Acres Purportedly Owned By The County Attorney And Former
County Treasurer’s Brother

2007-10 Knott County Fiscal Court Failed To Take Corrective Action Of Prior Year Ended
June 30, 2005 Comments Relating To Pool Project, Federal And Restricted Funds

2007-11 Knott County Judge/Executive May Appoint Only One Deputy Judge/Executive

2007-12 All Contingent Liabilities Should Be Disclosed To The Fiscal Court

2007-13 The County Failed To Comply With State Laws And Regulations

2007-14 Knott County Fiscal Court Did Not Follow Competitive Bidding Requirements For
County Projects And Contracts Not Bid Were Paid To Related Parties

2007-15 Knott County Fiscal Court Should Improve Controls Over Payroll Procedures

2007-16 Knott County Fiscal Court Expenditures Of Over $2 Million Failed To Have Proper
Documentation Or Comply With Payment Procedures

2007-17 Knott County Fiscal Court Minutes Should Accurately Reflect What Occurs At Fiscal

Court Meetings; And Committees, Commissions And Boards Appointed By The Fiscal
Court Should Also Maintain Minutes Of Their Respective Meetings

2007-18 The County Does Not Maintain Proper Documentation For Accurate Valuation Of
Capital Assets
2007-19 The County Does Not Maintain Proper Documentation Totaling $18,000 For

Independent Contractors
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To the People of Kentucky
Honorable Steven L. Beshear, Governor
Jonathan Miller, Secretary
Finance and Administration Cabinet
Honorable Randy Thompson, Knott County Judge/Executive
Members of the Knott County Fiscal Court

2007-20 Approximately $8.2 Million Of Assets Are At Risk Due To Inadequate Insurance
Coverage

2007-21 Fiscal Court Paid $221 In Late Fees On Credit Card Payments

2007-22 Fiscal Court Should Improve Policy And Procedures Related To The Schedule Of

Expenditures Of Federal Awards

37/”; - Undesvmrrd ¥ /ﬁs-ﬂ::air 1
¢
Simon, Underwood & Associates PSC

Certified Public Accountants and Consultants

Louisville, Kentucky
September 15, 2008
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REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING AND
ON COMPLIANCE AND OTHER MATTERS BASED ON AN AUDIT OF FINANCIAL
STATEMENTS PERFORMED IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS






The Honorable Randy Thompson, Knott County Judge/Executive
Members of the Knott County Fiscal Court

Report On Internal Control Over Financial Reporting And
On Compliance And Other Matters Based On An Audit Of Financial
Statements Performed In Accordance With Government Auditing Standards

We were engaged to audit the financial activity contained in the Fourth Quarterly Report of Knott
County, Kentucky, as of and for the year ended June 30, 2007, and have issued our report thereon
dated September 15, 2008, wherein, we disclaimed an opinion on the financial statements.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered Knott County’s internal control over financial
reporting as a basis for designing our auditing procedures for the purpose of expressing our opinion on
the Fourth Quarterly Report and not for the purpose of expressing an opinion on the effectiveness of
internal control over financial reporting. Accordingly, we do not express an opinion on the
effectiveness of Knott County’s internal control over financial reporting.

Our consideration of internal control over financial reporting was for the limited purpose described in
the preceding paragraph and would not necessarily identify all deficiencies in internal control that
might be significant deficiencies or material weaknesses. However, as discussed below, we identified
certain deficiencies in internal control over financial reporting that we consider to be significant
deficiencies.

A control deficiency exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the entity’s ability to initiate, authorize, record, process, or
report financial data reliably in accordance with the modified cash basis of accounting such that there
is a more than remote likelihood that a misstatement of the entity’s financial statement that is more
than inconsequential will not be prevented or detected by the entity’s internal control. We consider
the deficiencies described in the accompanying comments and recommendations to be significant
deficiencies in internal control over financial reporting: 2007-02, 2007-04, 2007-05, 2007-08, 2007-
12, 2007-15, 2007-16, 2007-17, 2007-18, 2007-19, 2007-20, and 2007-22.

A material weakness is a significant deficiency, or combination of significant deficiencies, that results
in more than a remote likelihood that a material misstatement of the financial statement will not be
prevented or detected by the entity’s internal control. Our consideration of internal control over
financial reporting was for the limited purpose described in the first paragraph of this section and
would not necessarily identify all deficiencies in internal control that might be significant deficiencies,
and accordingly, would not necessarily disclose all significant deficiencies that are also considered to
be material weaknesses. However, we consider the significant deficiencies above to be material
weaknesses.

4020 Taylorsville Road  Louisville, KY 40220 Telephone: 502-456-4860  Facsimile: 502-456-4828  wiww suacpa com
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Report On Internal Control Over Financial Reporting

And On Compliance And Other Matters Based On An Audit Of Financial
Statements Performed In Accordance With Government Auditing Standards
(Continued)

Compliance And Other Matters

As part of obtaining reasonable assurance about whether Knott County’s Fourth Quarterly Report is free
of material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts, and grant agreements, noncompliance with which could have a direct and
material effect on the determination of financial statement amounts. However, providing an opinion on
compliance with those provisions was not an objective of our audit, and accordingly, we do not express
such an opinion. The results of our tests disclosed instances of noncompliance or other matters that are
required to be reported under Government Auditing Standards and which are described in the
accompanying comments and recommendations as items: 2007-01, 2007-03, 2007-06, 2007-07, 2007-
09, 2007-10, 2007-11, 2007-12, 2007-13, 2007-14, and 2007-21.

The Knott County Judge/Executive’s responses to the comments and recommendations identified in our
report are included in the accompanying comments and recommendations. We did not audit the Knott
County Judge/Executive’s responses and, accordingly, we express no opinion on them.

This report is intended solely for the information and use of management, the Knott County Fiscal

Court, and the Department for Local Government and is not intended to be and should not be used by
anyone other than these specified parties.

g ‘ 3%’5 - ‘p/ﬁwdﬂﬁf =1

Simon, Underwood & Associates PSC
Certified Public Accountants and Consultants

Louisville, Kentucky
September 15, 2008



KNOTT COUNTY
COMMENTS AND RECOMMENDATIONS

For The Year Ended June 30, 2007

Note: The findings and recommendations in this audit have been repeated from the prior year
audit as the County has not taken corrective action toward the previous findings. Additionally,
County Judge/Executive Randy Thompson’s responses to the previous year’s audit have been
repeated verbatim. Judge Thompson has been given an opportunity to respond to the findings
and recommendations as they relate to the current year under audit, and any responses he has
given in this regard have been labeled “County Judge/Executive Randy Thompson’s Additional
Response.”
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KNOTT COUNTY
COMMENTS AND RECOMMENDATIONS

Fiscal Year Ended June 30, 2007

2007-01. Over $8.2 Million In Public Funds Were Expensed For The Knott County
Youth Foundation By Fiscal Court Without A Formal Agreement Between The
County And The Youth Center With $2.7 Million Being Spent Without Land
Ownership

Without any formal written agreement to document the transactions, Knott County Fiscal Court gave
over $8.2 million of county bond proceeds, and over $2 million of county coal severance tax funds, to
the Knott County Youth Foundation, Inc. (Foundation), a private, non-profit corporation, for a youth
and recreation center project, known as the Sportsplex. Of this total amount of $10.2 million of the
county’s public funds, $2.7 million was spent by the private Foundation on the project before the
private donor corporation that donated the land for the project had transferred ownership of the real
property on which the project was to be built to either the fiscal court or the Foundation. On February
8, 2007, a deed transferring ownership of the land to the Foundation was recorded with the county
clerk. A reversionary clause was included in the Foundation’s deed that states, “if the Land and/or
the Sports complex shall cease to be continuously used and properly maintained and landscaped as a
public park, wellness center and/or recreation facility,” at the donor corporation’s option, it may cause
the title to revert back to the donor corporation, and that the donor corporation will pay fair market
value of the building and other improvements. The judge/executive stated that should this event
occur, the fiscal court would receive the building proceeds; however, it is not so stated in the deed,
which transferred title to the land from the private donor corporation to the private Foundation.

The Foundation is a private, non-profit corporation with a board of directors consisting of private
citizens, including the county judge/executive, and the county coroner. The judge/executive was the
incorporator of the Foundation, and serves as both a director and the president of the Foundation. The
county coroner serves as both a director and the secretary of the Foundation. Thus, the
judge/executive, as a public official, serves, simultaneously, as both the chief executive of the county,
a public, governmental entity, and as a private director and president of a private Foundation, which
has received over $10.2 million of the county’s public funds without written agreements or other
formal documents to support the financial transactions between the county and the Foundation. Also,
several individuals were hired and paid by the fiscal court for the center, with many receiving full-
time benefits before any operating agreement existed between the Foundation and the County.

The first year bond payments, beginning September 1, 2006, are being made from the county’s bond
sinking fund. According to the judge/executive, the fiscal court will be making the bond payments
from the county’s coal severance money from which the county would earmark $500,000 per year.
The continued availability of coal severance money is subject to actions of the General Assembly, and
cannot be relied upon by the county as a continual revenue source. The per-year average of principal
and interest payments to be made by the county over the 20-year bond is $636,239.
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(Continued)

2007-01. Over $8.2 Million In Public Funds Were Expensed For The Knott County
Youth Foundation By Fiscal Court Without A Formal Agreement Between The
County And The Youth Center With $2.7 Million Being Spent Without Land
Ownership (Continued)

Section 171 of the Kentucky Constitution does not permit a county to expend public funds for other
than public purposes. In the prior year we recommended the Attorney General and County Attorney
review all transactions between the county and the Foundation relating to the Youth Center project to
determine (1) whether the judge/executive’s acting as both a county public official and a private
corporation’s president created any conflicts of interest, (2) whether actions of the judge/executive
involving financial transactions of the county related to the Youth Center project comply with state
laws, and (3) whether the fiscal court can lawfully fund recurring and operating costs of a facility
owned by a private non-profit corporation, the Foundation, with no written agreement supporting
such an arrangement. Additionally, the special warranty deed should be reviewed to determine the
county’s actual interest.

We also recommended that the fiscal court enter into an agreement with the Foundation related to the
Youth Center project to clearly define the oversight and applicability of purchasing walls and other
administrative practices, namely, the provision of insurance. Further, the agreement should also
provide for the ongoing maintenance, operations and staffing of the Youth Center project.

County Judge/Executive Randy Thompson’s Prior Year Response:

A formal written agreement between the Knott County Youth Foundation and the Knott County Fiscal
Court has been signed. The agreement grants all proceeds derived from the sale of the Sportsplex
and any and all improvements to the Knott Fiscal Court, in the event the donor corporation exercises
its reversionary interest in the property. The Knott Fiscal Court, while being responsible for all
recurring and operating costs, would be entitled to all profits derived from the Sportsplex project. It
is worth noting that representatives in the legal arm of the Governor’s Office for Local Development
(GOLD) have advised the County that the agreement as described complies with all state laws.

In the current year:

We received a copy of the architectural contract directly from the contractor on April 25, 2007, as the
county was unable to locate a copy. The architectural contract was dated June 1, 2005 and has had no
modifications or renewals since.

A formal written lease and memorandum of agreement was adopted by the fiscal court on April 2,
2007, between the Knott County Youth Foundation and the Knott County Fiscal Court. The two page
agreement vaguely defines funding, profits, rent, use, utilities, repairs and maintenance, assignment
and subletting, waiver of liability, inspection, employees, and a miscellaneous section.
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(Continued)

2007-01. Over $8.2 Million In Public Funds Were Expensed For The Knott County
Youth Foundation By Fiscal Court Without A Formal Agreement Between The
County And The Youth Center With $2.7 Million Being Spent Without Land
Ownership (Continued)

This agreement states that the Fiscal Court is to continue to seek funding, fund recurring and
operating costs, is responsible for all utilities, keep and maintain the premises, and all employees shall
be employees of the Fiscal Court for the Sportsplex on behalf of the Knott County Youth Foundation.
It does not address the initial gift of bond funds or the funding of the debt service payments for the
bonds issued to the Fiscal Court and subsequently given to the Knott County Youth Foundation Trust
Fund for the construction of the Sportsplex.

The agreement does not clearly define who owns the building once completed construction has
occurred, though it does define that Western Pocahontas Properties’ Limited Partnership and Family
Tree Properties have and can exercise a reversionary interest in the rights to the property upon which
the building is constructed.

The agreement is executed by the Vice President of the Knott County Youth Foundation and the
Judge/Executive of Knott County Fiscal Court. The President of the Knott County Youth Foundation
is also the Judge/Executive of Knott County Fiscal Court and as such has a fiduciary responsibility to
act on behalf of both entities’ best interests. This is considered a conflict of interest.

Of the invoices submitted for payment by the Fiscal Court on behalf of the Sportsplex, only copies of
invoices are received for payment. In the Fiscal Court minutes where the Sportsplex (Youth Center)
invoices are submitted for approval to be paid, no official list is incorporated as part of the minutes of
the meeting indicating what invoices have been approved for payment. However, a listing of each
individual invoice does exist for all Fiscal Court payments as part of the minutes.

We recommend the special warranty deed be reviewed to determine the county’s actual interest by the
Attorney General and county attorney.

We recommend the review of all transactions relating to the lease and memorandum of agreement by
the Attorney General and county attorney to determine if any legal or ethical violations have
occurred. We recommend the review also consider the clarification of interests, rights, and financial
obligations on behalf of both parties. We further recommend that the County Judge/Executive
remove himself from all transactions presented to the Fiscal Court for the Knott County Youth
Foundation and also remove himself from all transactions presented to the Knott County Youth
Foundation on behalf of the Fiscal Court.

We recommend the Fiscal Court require original invoices of the Sportsplex be submitted before
payment is made on behalf of the Sportsplex, and the invoices for approval by the Fiscal Court are
incorporated as part of the minutes when approved. We further recommend that the Fiscal Court
require audited financial statements of the Knott County Youth Foundation to be reviewed on an
annual basis.
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2007-02. Knott County Road Expenditures Totaling $780,814 Could Not Be Validated

As a result of our test work we noted that invoices submitted by private contractors, to the Knott
County Fiscal Court for paving work, from September 26, 2006 through January 23, 2007, did not
contain enough detailed information to determine the validity of $780,814 of county road
expenditures. Due to the lack of records and detailed invoices, it is impossible to determine the
number or location of roads paved. However, our limited testing determined that $14,415 of county
money was used to pave one private road. We also noted a 583% increase in paving expenditures for
the first seven months of fiscal year 2007 over fiscal year 2006, and a 290% increase in the total
amount spent on paving during the same seven month period over the combined prior three fiscal
years (FY 2004, 2005 and 2006). This increase in paving was paid by using $1.5 million of bond
proceeds, and $375,000 of Kentucky Transportation Cabinet (KTC) discretionary road funds.

The fiscal court used four road contractors to haul and lay asphalt. The total amounts paid to these
contractors were $1,552,340. One road contractor, used to pave roads to be reimbursed by the KTC
discretionary road funds, submitted detail invoices that included specific details of the road names,
materials used, and dates of services provided. However, the three remaining contractors’ invoices
did not include these details about the roads that were paved, while two invoices totaling $30,992
stated only an estimated amount of materials used.

Section 171 of the Kentucky Constitution does not permit a county to expend public funds for private
purposes. Public funds may not be used to pave private roads. In order for the fiscal court to adopt a
private road into the county road system, the court must approve the road by ordinance or resolution.

Our testing noted one road, Lonesome Dove Lane, that was not included on an ordinance or
resolution approved by the fiscal court. Also, it should be noted this road was not included on a list of
county roads provided by the KTC, or on a list of all public and private roads provided by the fiscal
court’s 911-Department. After the auditor met with the county judge/executive to discuss this in
March 2007, the fiscal court held an emergency meeting on April 2, 2007, where it adopted 552 roads
in the county road system, including the road we noted above as private.

Due to the lack of specific details on paid invoices for paving, we have no confidence in the records
to provide any assurance these funds were appropriately expended. Failure to properly monitor
invoices could cause payment errors, duplicate payments, or fraudulent payments.
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2007-02. Knott County Road Expenditures Totaling $780,814 Could Not Be Validated
(Continued)

We recommend fiscal court require that invoices submitted by paving contractors for payment contain
detailed information to determine the validity of the charges, including names of roads paved,
materials used, and dates, places, and description of services provided. Also, fiscal court should
formally establish a county road program, and define a plan to specifically describe county roads or
road segments, when to allow the adoption of private roads into the county road system, and list the
details as to where and when roads are to be constructed and repaired, the nature and extent of such
construction or repairs, and the precise method of such improvements including the basic time
schedule of the improvements. Further, fiscal court should put an internal control system in place that
requires detailed invoices to ensure compliance with laws and regulations and to safeguard its assets.
Also, all road construction and road improvements should be accounted for and maintained for proper
capital asset recording.

This matter will be referred to the Kentucky State Police, the County Attorney, and the Kentucky
Transportation Cabinet for further investigation.

County Judge/Executive Randy Thompson’s Response:

All roads that the Knott County Fiscal Court hired the contractors to pave were paved. To verify this,
a county employee personally visited and inspected every single road while it was being paved or
immediately following, before it was approved for payment. The road identified by the auditors as a
private road, is not a private road. This road was apparently inadvertently listed in the county’s road
system as private, however after having this brought to the attention of the Judge Executive, he asked
the 911-road department to investigate. They reported this must have been a typo in the listing, as
they could find no reason as to why this road would be listed as private. The road in question is a
through-road that connects KY. Route 80 with another county road and serves several homes.
During the April 2, 2007 meeting of the fiscal court, to correct this mistake and any other roads that
may have been inadvertently improperly listed in the county system in the past, the 911-road
department re-submitted a list of roads that the county government had previously adopted andfor
maintained for several years to the fiscal court for approval.

In regards to some of the invoices from the paving contractors lacking specific information, we do
agree, now all invoices must have more specific information before being paid by the court.
However, in the instances involving these particular roads, an employee of the county or a member of
the fiscal court inspected every road that was paved prior to any invoice being paid. The fiscal court
does have a plan and a system for roads being adopted into the county’s system for repairs and
maintenance and no road is worked on unless the fiscal court approves it.
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2007-02. Knott County Road Expenditures Totaling $780,814 Could Not Be Validated
(Continued)

County Judge/Executive Randy Thompson’s Additional Response:

During the Spring trial of Tammy Brewer and Hoey Dobson, Randy Campbell, one of the paving
contractors hired by the Knott County Fiscal Court, admitted he used county-purchased asphalt to
pave his brother’s driveway without permission by the Fiscal Court or Judge Executive. During the
trial of Randall Clinton Thompson, Ronnie Adams, John Mac Combs and Phillip Champion, it was
discovered that Mr. Campbell also paved other drives using county-purchased asphalt without any
authorization from the Fiscal Court or the Judge Executive to do so. Specifically, the testimony of
Carlos Ashley established that Mr. Campbell used county-owned blacktop to pave Mr. Ashley’s
private drive, and Mr. Ashley paid Mr. Campbell for this paving. This unauthorized distribution of
asphalt was reported to the KSP and Knott Commonwealth Attorney.

Auditor’s Reply:

The adoption of the 552 roads by the fiscal court, combined with the lack of documentation that any
county official inspected every single road that was newly paved and any reconciliation of the 552
roads adopted with the private contractors invoices, reflect serious concern that the paving and road
expenditures of public funds for roads recorded by Knott County Fiscal Court are questionable. With
the subsequent trials, this further indicates the Knott County Fiscal Court’s lack of controls in place to
adequately monitor expenditures.

2007-03. $412,035 In Public Funds Were Used For The Knott County Adventure
Tourism Park System (ATV Center) While On Private Property

Prior to February 8, 2007, the Knott County Fiscal Court spent $412,035 on the Knott County ATV
Center before a deed transferring ownership of the land on which the Center is located from private
donors to the fiscal court was executed and recorded. The county clerk recorded a deed on February
8, 2007, to transfer ownership to fiscal court. We noted the deed recorded apparently did not have
signatures from all of the grantor property owners.

Since the ATV Center expenditures were paid with county funds two months prior to the time the
county obtained legal title to the property on which the Center is located, it would appear Section 171
of the Kentucky Constitution may have been violated. Section 171 does not permit a county to
expend public funds for private purposes. In addition, the county risked $412,035 by not obtaining
land ownership prior to incurring expenditures related to the ATV Center. Also, a risk still remains
due to the lack of full execution of the deed indicated by not having all of the grantors’ signatures.

We recommend the Attorney General and county attorney review all transactions relating to the ATV
Center to determine if any laws or regulations were violated. In addition, the county attorney should
review the deed to ensure its legitimacy.
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2007-03. $412,035 In Public Funds Were Used For The Knott County Adventure
Tourism Park System (ATV Center) While On Private Property (Continued)

County Judge/Executive Randy Thompson’s Response:

Our records reflect that the first payment to the contractor for work on the ATV Training Facility
didn’t occur until November 22, 2006. A deed from the property owner, where the ATV center was
built was obtained with the first signature dated September 29, 2006 and the last one on October 18,
2006. While the deed was not recorded until February 8, 2007, the October 18, 2006 date is the only
one with any legal significance since that is the date the Fiscal Court became the fee simple
titleholder.

2007-04. All Related Party Transactions Should Be Disclosed To The Fiscal Court

The following chart is a summary of the related parties and types of transactions, which occurred
during the fiscal year:

Former County
Treasurer was rehired
as the Asst. Tourism
Director on
March 21, 2007

!

Appointed to the <——| Former County Deputy County
County Ethics Commission Treasurer Judge Executive
. ——F 1 I
Paid $12,535 after
resignation on 7/1/05 First Cousin's Brother
Former County Son is the former owns Black Gold Deputy County
Treasurer's Brother County Budget Officer - Committee, Inc. -— Judge Executive
/ $1,840 $3,056 First Cousin

Director of the Youth i i i

Foundation Board

On March 17, 2006

Hired as County Deputy Owns/family member owns
Judge - $38,572 Kreager Concrete, Inc. - $17,100
Don's Escavating - $86,000
¥y Landmark Construction Group, Inc - $162,297

Right Beaver Concrete - $25,066

Director of the Youth
Foundation Board Former County
Treasurer's Brother

|

Sold land with the County
Attorney for the County Pool
'

County Coroner Former County Jailer County
County Treasurer County Attorney Finance Director

Secretary of the Youth Brothers of jailer own
Foundation Board Is a full-time Sold land owned with Hicks Brothers Paid $16,800 for
employee for the former Treasurer's Construction - janitorial services in
Bank of Hindman Brother to the County $1,815 addition to salary

where 3 County
accounts are
deposited.

Slone & Bates, PSC

County Attorney

i
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2007-04. All Related Party Transactions Should Be Disclosed To The Fiscal Court
(Continued)

The lack of disclosure of these related party transactions to the fiscal court reflects a lack of both
proper accounting practices and internal controls, which increases the risk that misstatement of
financial activity and/or fraud will occur and go undetected by the county. Without proper procedures
in place to mitigate this risk, the county is exposing public resources to potential misstatements and/or
fraud.

We recommend the fiscal court provide adequate oversight and monitoring for related party
transactions and financial activities to ensure work is completed in compliance with applicable laws
and regulations.

County Judge/Executive Randy Thompson’s Response:

Knott County is a small county with several people being related in one way or another. The diagram
presented by the auditors reflects more of the related parties in the previous administration, which
was in office the first 3 months of this audit report. The members of the court are familiar with all the
related parties identified and have been shown the diagram. Furthermore, it will be presented to
them in an open court meeting.

2007-05. Knott County Paid Approximately $7,380 In Health And Dental Insurance
Benefits For Five Terminated Employees

During our audit, we noted five employees who remained on the county’s health and dental insurance
plan beyond their termination dates.

As of our report date, the following reimbursements are due to the county for benefits paid on behalf
of terminated employees:

The former treasurer resigned July 1, 2005, and received $8,316 in COBRA benefits up through
February 1, 2007. Fiscal court submitted a bill for reimbursement to the former treasurer, after which
she submitted an invoice to the fiscal court for $7,800 for consulting work. Fiscal court gave credit
toward her COBRA for the consulting amount. In addition, she wrote a check for $503, leaving $13
of reimbursement that has not been received.

The budget officer’s last date worked was July 15, 2005, before going on sick leave. The budget
officer is the former treasurer’s son. His employment as budget officer was never terminated, and no
personnel file could be found for this employee. He has received $4,726 in COBRA benefits and has
made no reimbursement. It should be noted the budget officer’s total compensation for his
employment was $3,312, and he has received more in benefits than earnings.

The former judge/executive was terminated September 30, 2005 and elected COBRA benefits. He
remitted reimbursements for all but $637.

The former deputy judge/executive was terminated March 31, 2006, and elected COBRA benefits.
He remitted reimbursements for all but $1,950.
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2007-05. Knott County Paid Approximately $7,380 In Health And Dental Insurance
Benefits For Five Terminated Employees (Continued)

The former bridge foreman retired on March 24, 2006 and did not elect COBRA; however, benefits
were paid for him through his COBRA election date. The county has paid a COBRA benefit of $53
on his behalf, and no reimbursement has been requested.

U.S. Department of Labor regulations indicate that the county’s health insurance plan administrator
must notify the terminated employee in writing within 30 days of his right to elect COBRA coverage.
The employee then must respond to this notice by the 60™ day after the written notice is sent to elect
COBRA, or lose all rights to COBRA benefits.

The county’s administrative code does not specifically address whether COBRA benefits are
retroactive to the date of termination, or the date election rights are accepted. An employee manual
was not available to us to be able to determine if specific details exist.

We recommend the county monitor the termination of employees and benefits associated with those
employees to avoid the loss of assets. We recommend the county attorney or Attorney General
review these matters to determine whether reimbursement or further action is warranted.

County Judge/Executive Randy Thompson’s Response:

The Fiscal Court has calculated and sent bills to former employees who are on COBRA. In the future
all former employees will be required to submit payment for insurance prior to the county paying the
insurance on their behalf. Furthermore, we’ll see if the insurance provider can bill the people
directly. In the future, other issues in relation to this will be discussed in open court meetings.

2007-06. Knott County Bridge Foreman And A Bridge Employee Were Compensated As
Both An Employee And An Independent Contractor To Build Bridges That
Could Not Be Validated

The bridge foreman of Knott County was paid $69,411 as a private, independent contractor to
construct 23 bridges in the county during the period from July 1, 2005 through November 16, 2006,
as well as being paid $40,291 as a county employee for performing the same job duties. In addition,
another county bridge department employee was paid $7,300 as a contractor and $30,099 as a county
employee. The invoices submitted to the county from the county bridge foreman’s private company
lacks the details to determine the exact locations and sizes of the bridges, the amount of materials
used by the company, or whether the county or the private contractor provided the materials. The
invoices submitted to the county should have had enough information to determine the exact location,
size of bridge, date of service, and materials used. Without these details we could not determine the
validity of these bridge expenditures, including whether the work was actually performed, and if the
work was completed, whether completed on public or private property.
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2007-06. Knott County Bridge Foreman And A Bridge Employee Were Compensated As
Both An Employee And An Independent Contractor To Build Bridges That
Could Not Be Validated (Continued)

Also, we could not determine at what point the bridge foreman was acting as a county employee and
when he was acting as a private, independent contractor. According to IRS Publication 15A, Circular
E, the fiscal court, as an employer, must distinguish an individual as either an employee or an
independent contactor. If the individual is distinguished as an employee, all compensation is
considered wages, applicable to withholdings, and subject to the federal wage and hour laws
specifically related to earning time and one-half after 40-hours of work in one week.

We recommend the county attorney review all invoices to determine the validity of the expenditures.
We further recommend the fiscal court cease the practice of paying the bridge foreman as both an
employee and an independent contractor. We will refer this matter to the Internal Revenue Service,
the Kentucky Revenue Cabinet, U. S. Department of Labor, Kentucky Department of Labor, and the
Kentucky Retirement System for review.

County Judge/Executive Randy Thompson’s Response:

This allegation by the auditor also is somewhat inaccurate. Knott County did not have a bridge
foreman during the time they are referencing. The Judge Executive received several calls from
citizens and emergency personnel about several bridges they deemed unsafe to cross by passenger
vehicles and especially emergency vehicles. In an effort to have as many of these bridges repaired, as
inexpensively as possible, as quickly as possible for the safety of people utilizing them, the Judge
Executive, after consulting with representatives of The Governor’s Office for Local Development,
decided to contract with an individual, who also is employed by the county, to repair many of these
bridges. It is common knowledge among people in the county that this individual does this type of
work for other people on his own time as well. Each bridge was identified and presented to the Fiscal
Court for approval. The contract specifically stated the employee would not be allowed to do this
specific work between the hours of 8am and 4:30pm Monday through Friday, as this is when he is
expected to be on the job for the county. Furthermore, he was not allowed to use county tools or
equipment while constructing said bridges. The contract also stated, the individual was responsible
for all taxes, as he would be presented with a 1099 form for this contracted work. The hiring of this
individual saved the taxpayers of Knott County several thousand dollars and repaired many unsafe
bridges throughout the county. Nowhere in the circular E does it state that an individual cannot be
both an employee in one instance and an independent contractor in another. We respectfully
disagree with the auditor’s opinion on this matter. However, we will gladly submit this to the county
attorney for review.

County Judge/Executive Randy Thompson’s Additional Response:

While we still disagree with the auditor’s opinion that hiring a county employee as an independent
contractor to do additional work after hours and weekends to save the taxpayers money is
inappropriate, we've decided to no longer do this to appease the auditor.



Page 45
KNOTT COUNTY
COMMENTS AND RECOMMENDATIONS
Fiscal Year Ended June 30, 2007
(Continued)

2007-06. Knott County Bridge Foreman And A Bridge Employee Were Compensated As
Both An Employee And An Independent Contractor To Build Bridges That
Could Not Be Validated (Continued)

Auditor’s Reply:

According to IRS Publication 15, “generally, a worker who performs services for you is your
employee if you have the right to control what will be done and how it will be done. This is so even
when you give the employee freedom of action. What matters is that you have the right to control the
details of how services are performed. If an employer-employee relationship exists, it does not matter
what it is called. The employee may be called an agent or independent contractor. It also does not
matter how payments are measured or paid, what they are called, or if the employee works full or part
time.” IRS Publication 15A states that “to determine whether an individual is an employee or an
independent contractor under the common law, the relationship of the worker and the business must
be examined. In any employee-independent contractor determination, all information that provides
evidence of the degree of control and the degree of independence must be considered. Facts that
provide evidence of the degree of control and independence fall into three categories: behavioral
control (whether the business has a right to direct and control how the worker does the task for which
the worker is hired), financial control (whether the business has a right to control the business aspects
of the worker’s job), and the type of relationship of the parties (i.e. written contracts, benefits
provided, permanency of the relationship).” In this instance the employer has the right to control
what the employee will do and how it will be done.
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2007-07. Finance Director Was Compensated As Both An Employee And An
Independent Contractor

During our testing of payroll, we noted the finance director receive $33,365 of compensation as a
county employee as well as $16,800 for janitorial duties performed as a contractor for the fiscal year.

According to IRS Publication 15A, Circular E, the fiscal court must distinguish an individual as either
an employee or an independent contractor. If the individual is distinguished as an employee, all
compensation is considered wages and all earnings are subject to the applicable withholdings.

We recommend the fiscal court cease the practice of paying individuals as both employees and
independent contractors. All work preformed by the employee for the fiscal court should be treated
as wages subject to Federal and state wage and hour laws. We will refer this matter to the Internal
Revenue Service, the Kentucky Revenue Cabinet, U. S. Department of Labor, Kentucky Department
of Labor, and the Kentucky Retirement System for review.

County Judge/Executive Randy Thompson’s Response:

Refer to previous response. Finance Director works after hours performing a totally different job.
County Judge/Executive Randy Thompson’s Additional Response:

The Finance Director is no longer performing this job in addition to her regular duties.

Auditor’s Reply:

According to IRS Publication 15, “generally, a worker who performs services for you is your
employee if you have the right to control what will be done and how it will be done. This is so even
when you give the employee freedom of action. What matters is that you have the right to control the
details of how services are performed. If an employer-employee relationship exists, it does not matter
what it is called. The employee may be called an agent or independent contractor. It also does not
matter how payments are measured or paid, what they are called, or if the employee works full or part
time.” IRS Publication 15A states that “to determine whether an individual is an employee or an
independent contractor under the common law, the relationship of the worker and the business must
be examined. In any employee-independent contractor determination, all information that provides
evidence of the degree of control and the degree of independence must be considered. Facts that
provide evidence of the degree of control and independence fall into three categories: behavioral
control (whether the business has a right to direct and control how the worker does the task for which
the worker is hired), financial control (whether the business has a right to control the business aspects
of the worker’s job), and the type of relationship of the parties (i.e. written contracts, benefits
provided, permanency of the relationship).” In this instance the employer has the right to control
what the employee will do and how it will be done.
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2007-08. Knott County Fiscal Court Continues To Lack Controls Over County Vehicles
And Cell Phones Provided To County Employees And Fails To Report Personal

Use As Taxable Income

Numerous county vehicles are maintained by the county and assigned to employees for business use.
County employees and officials have use of these vehicles during non-business hours. Audit staff
was informed that many employees drive the county vehicles to and from work and for personal
business. The county pays for insurance coverage, repairs/maintenance, and fuel for these county
vehicles. The following is a partial list of county vehicles and the employee/department responsible
for each vehicle as of June 30, 2007:

Year Make Model VIN Title/Department
2004 GMC Envoy 1GHDT13S14212297 Emergency Management
2005 Ford Crown Victoria 2FAHP71W65X172753 Sheriff

2005 Dodge Caravan 1D4GP25E65B344179 Senior Citizens/Human Services
2007 Chevy Avalanche 3GNFK12327G161108 Judge/Executive

2003 Jeep Cherokee 1J4GW58N63C556109 Judge/Executive

1999 Chevy 4x4 1GCGK24R2XR719544 Magistrate

1999 Chevy 4x4 1GCGK24R3XR719603 Magistrate

1999 Chevy 4x4 1GCGK24R5XR708117 Magistrate

1999 Chevy 4x4 1GCGK24R7XR706112 Magistrate

2002 Chevy Tahoe 1GNEK13Z732J307344 Treasurer

1999 Jeep Cherokee 1J4GWS58NOXC753735 Finance Officer

1996 Chevy Caprice 1G1BL52P9TR124574 County Finance Director
2001 Jeep Cherokee 1J4FF48S71L502696 Bookkeeper - Sheriff

1998 Ford Expedition 1FMRU18W6WLB34170 Bookkeeper - Sheriff

1991 Jeep Cherokee 1J4FJ28S5ML57798 Emergency Management Asst. Director
1994 Ford Explorer 1FMDU34X8RUEO7127 Emergency Management Director
2003 Chevy Tracker 2CNBIJI3C236945993 E-911

1993 Jeep Cherokee 1J4FJ27S8PL520198 Parks

1992 Jeep Cherokee 1J4FT28SXNL155416 Parks

2001 Chevy Silverado Unknown Animal Control

1993 Jeep Cherokee 1J4FJ27S4PL520201 Works Program

2003 Toyota  Tacoma STEWM72N337262065 Ecology/Solid Waste

2000 Jeep Cherokee 1J4FF28SOYL257755 Human Services Director
1994 Toyota  4Runner JT2VN39W3R8060714 Human Services

2001 Chrysler Van 1C4GJ25B71B216340 Human Services

2002 Chevy Van 1GNDU23E42D272823 Human Services

1994 Ford Crown Victoria 2FALP71WXVX183653 Human Services

1994 Toyota  Pickup 4TARNO1P1RZ193770 Human Services

1999 Chevy Truck (4 DR) 1GCGK24R7XR714923 Road Foreman

1999 Chevy Truck (4 DR) 1GCGK24ROXR714830 Bridge Foreman

2005 Chevy Suburban 3GNFK16Z95G160730 Coroner

1997 Ford F150XCAB Unknown Jailer

The county has implemented controls over vehicle use based on previous audit suggestions; however,
the controls implemented have not addressed the core issues regarding personal use of public
vehicles.
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2007-08. Knott County Fiscal Court Continues To Lack Controls Over County Vehicles
And Cell Phones Provided To County Employees And Fails To Report Personal
Use As Taxable Income (Continued)

The same types of issues exist for cell phone usage. The fiscal court pays for the telephone, usage
charges, long-distance, replacement phones, and repairs for each telephone. The fiscal court
maintains fifty-one (51) cell phones.

The following issues warrant further consideration by the fiscal court and need to be addressed:

. Mileage and phone logs do not contain information sufficient to distinguish personal use
from business use. In the mileage and phone logs tested, vital information was not included,
such as the actual mileage for each trip listed or the call and phone service used.

. Commuting use of vehicles and personal use of cell phones is not properly included on
employees’ Form W-2 statements for tax liability.
. The necessity for county vehicles and cell phones for employees, other than those who are on

call at all times, is questionable, especially in relation to commuting use that has been
permitted by the fiscal court. The cost of these vehicles and telephones for usage,
maintenance, and insurance significantly increases cost to taxpayers.

The county’s Administrative Code states, in Section 820.2 “no official or employee shall request, use
or permit the use of any publicly-owned or publicly-supported property, vehicle, equipment, material
or service for the personal convenience or the private advantage of himself or any other person unless
such use has been formally authorized.” In addition, the county’s vehicle and cell phone use policy
restricts the use of county cell phones and vehicles to fiscal court business only. The vehicle use
policy states further that all calls and out-of-county trips must be logged, and that any cell phone
utilized for business use or vehicle driven home by an employee is expected to be parked by 6:00 pm
unless fiscal court business requires otherwise.

Personal use of public resources is permitted if the entity has approved such use; however, personal
use should be reported as compensation on employees’ wage and tax statements. Internal Revenue
Code Section 61(a) states that the commuting value of a vehicle owned or leased by a public entity
represents taxable income to the employee.

Controls over cell phones and vehicles do not address issues related to personal use of cell phones and
vehicles. Consequently, the personal use of public cell phones and vehicles allows employees to
receive an employee benefit without incurring the appropriate tax consequences of such benefits. The
county’s cell phone and vehicle use policy allows the employees cell phone usage and to drive the
county vehicles home, but the county does not currently include any of the personal use or
commuting use of public resources on wage and tax statements. The cell phone use policy requires
that personal calls be logged by officials/employees and the vehicle use policy approved by the fiscal
court requires that only out-of-county trips be logged by officials/employees. Documentation of in-
county mileage is not required. This increases the risk that employees are using cell phones and
vehicles for personal reasons because employees are not required to account for every call or mile that
is used or traveled with public property.
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2007-08. Knott County Fiscal Court Continues To Lack Controls Over County Vehicles
And Cell Phones Provided To County Employees And Fails To Report Personal
Use As Taxable Income (Continued)

We recommend the county improve controls over county vehicles and cell phones by implementing
the following:

. The fiscal court should contact the Kentucky Department of Revenue and the Internal
Revenue Service relating to wage reporting and tax liability in prior years and enforce current
policy related to vehicles assigned.

. Every employee and every department that has county cell phones and vehicles should
maintain logs. The logs should include, at a minimum, the date, destination, purpose, and
mileage for ALL use of the vehicle and the usage for ALL cell phones.

i Personal calls, use and commuting mileage for county vehicles should be properly reported
as compensation/employee benefit on W-2s in accordance with IRS regulations. Several
methods can be used to determine the vehicle use that is taxable income to the employees,
including the cents-per-mile rule, the lease value rule, and the commuting rule.

. The county should evaluate the necessity of county cell phones and vehicles for each
employee. Cell phones and vehicles should be assigned based on criteria established by the
fiscal court and not for the convenience of the official/employee. In addition, the county
should explore alternatives for county-related travel, including the possibility of
compensating employees based on a usage/mileage reimbursement rate when their personal
cell phone or vehicle is used for business travel instead of providing a county cell phone or
vehicle for business use.

County Judge/Executive Randy Thompson’s Response:

The allegations in this section appear to refer to the first 3 months of this fiscal years audit, which
was under another administration. The present Judge Executive stopped the practice of county
employees using county vehicles for personal use and collected several county cell phones within a
week of receiving appointment to the office. All county vehicles now have a mileage log in them to be
filled out whenever it is driven. The current Judge Executive also negotiated a new contract with the
cell phone provider, saving the county thousands of dollars. The current Judge Executive has asked
all county department supervisors for a complete inventory of all county assets within their
departments. In difference to your statement however, the amounts for personal usage of
automobiles, where in fact included on the W-2’s of the employees during the calendar year 2005.
We agree cell phones and automobiles sometimes lend themselves to personal use, so we will
continue to monitor these usages.

Auditor’s Reply:

The fiscal court did not provide vehicle mileage logs or cell phone use for determination to auditors
for the period of 7/1/05 through the date of the audit report.
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2007-09. Knott County Fiscal Court Approved The Exchange of .14 Acres Owned By
Fiscal Court With .04 Acres Purportedly Owned By The County Attorney and
Former County Treasurer’s Brother

During our review of fiscal court minutes, we noted that on June 15, 2005, the fiscal court approved a
resolution for a like kind property exchange of .14 acres owed by the county and .04 acres of pool
property purportedly owned by the former county attorney and a former county treasurer’s brother.
There was no mention in the deed belonging to the fiscal court that shows .04 acres being excepted
out and owned by the county attorney and the former county treasurer’s brother.

The fiscal court hired an engineering company to determine whether the county attorney and the
former county treasurer’s brother own the above property. The engineering company sent a letter
dated October 27, 2005 which stated the following:

“After reviewing and discussing said information, it is our professional opinion this matter is a legal
issue and should be resolved by an independent legal audit. The crux of the issue is in the chain of
title for Ruth Slone. There was an adjacent right-of-way deed acquired by the county from D.W.
Hays in 1962 for the sole purpose of improving public road access (the old county road and bridge
cast of the existing Perkins Branch KY Route 3391 bridge at Troublesome Creek). The surveyor
interpreted that this property still belongs to the county and indicates as much on the record plat. The
Slone Representatives propose the county right-of-way property revert back to the original property
after abandonment. This is the area that falls beyond our expertise and scope:

0 Does the Ruth Slone property include the D.W. Hays right-of-way deed in its chain of title?

O Is there an automatic reversionary clause, which applies to public right-of-way abandonment,
or is there a reversionary document on record? (There doesn’t appear to be any reversionary
language in the 1962 D.W. Hays right-of-deed).”

We recommend that the fiscal court implement the above recommendation. As of the date of this
report, a deed for this transaction has not been recorded.

County Judge/Executive Randy Thompson’s Response:

The County Attorney has examined the chain of title to the subject property and is of the opinion it
does not include the “D.W. Hays right-of-way deed” dated December 22, 1962. In fact, Eugene
Ward owned the subject property from 1960-1964; and there was no right-of-way found covering this
property. He further advises that even if a right-of-way had existed, its abandonment caused an
automatic reversion by operation of law. See KRS 178.116; and OAG 84-358.
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2007-10. Knott County Fiscal Court Failed To Take Corrective Action Of Prior Year
Ended June 30, 2005 Comments Relating To Pool Project, Federal And
Restricted Funds

= Khnott County Fiscal Court Failed To Oversee Coal Severance Project

The recommendations made in the prior year’s fiscal court audit were for the county attorney or
Attorney General to review change order transactions for appropriateness, and to determine if county
officials acted outside the scope of their authority and if so, whether their acts resulted in invalid
transactions, possibly entitling the fiscal court to restitution. Furthermore, the county attorney or
Attorney General should investigate whether the project was completed according to the contract and
approved change orders, and take all necessary steps to rectify this situation. In addition, the county
attorney or Attorney General should review and take appropriate action to limit the county’s liability
and potential liability for injuries, which could arise from the incomplete pool project. Finally, the
Governor’s Office for Local Development (GOLD) should have been notified in writing of all
resolutions to these findings.

=  Knott County Fiscal Court Purchased Pool Property From Related Parties

It was recommended fiscal court review the mentioned related party transactions to determine if a
violation of the county’s ethics policy had occurred. As of the date of this audit report, fiscal court
has not implemented a review. This has been referred to the Attorney General.

=  Knott County Fiscal Court Overpaid Pool Contractor By $105,331

It was recommended the county attorney or Attorney General should seek restitution from the
contractor in the amount of $105,331.

»  Knott County Fiscal Court Did Not Earmark $49,223 Of Federal Receipts Or Provide
$11,180 In Matching Funds for Federal Expenditures

It was recommended that fiscal court contribute $11,180 to meet appropriate matching requirements
and an additional $49,223 for projects FEMA made advanced payments on, to the federal bank
account known as the 2001 flood account.

* County Records Show That During The Fiscal Year, $25,945 Was Paid From The 2001
Flood Account For Ineligible Work

The matter was referred to FEMA. The county has not pursued recovery of these funds erroneously
paid to the vendor.

*  The County’s General Fund Owes The Road Fund $35,000, The LGEA Fund $332,823, And
The E-911 Fund $33,147

During the period under audit, the general fund did not repay the amounts stated to the appropriate
funds. This has been an ongoing comment since fiscal year ended June 30, 2003.

Our overall recommendation is for the fiscal court to review each comment and take the appropriate
action.
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2007-10. Knott County Fiscal Court Failed To Take Corrective Action Of Prior Year
Ended June 30, 2005 Comments Relating To Pool Project, Federal And
Restricted Funds (Continued)

County Judge/Executive Randy Thompson’s Response:

The Fiscal Court instructed the County Attorney to investigate this situation. He advised the court he
had reviewed the contract of Eagle Construction and in his opinion, they were not obligated to pay
for certain items i.e. a raindrop, a slide, and a water future pump, including piping and valves, etc. It
is the opinion of the county attorney that these are items provided by Recreonics and Natari and paid
for by the county.

2007-11. Knott County Judge/Executive May Appoint Only One Deputy
Judge/Executive

It is our understanding the former county judge/executive had two (2) deputy judges. One was to
work full-time during the week while the other served only on weekends. One was terminated
effective March 31, 2006. Purportedly, the other resigned effective mid-March 2006 to run for the
position of county judge/executive. However, he has continued to remain on the county’s payroll and
according to the judge/executive he was on paid leave. We could not find any documentation of the
leave balances to justify the payment of this time or any documentation this individual was approved
for new employment. During March-April 2006 the current county judge/executive hired two
additional deputy judge/executives.

The county was not in compliance with KRS 67.711, which states the county judge/executive may
appoint “a” deputy judge/executive. “A” deputy judge/executive simply means one deputy
judge/executive. OAG 78-453. During the fiscal year, there were continual multiple deputy
judge/executives. We recommend the county judge/executive become compliant with KRS 67.711
and appoint only one deputy judge/executive. In addition we will refer this matter to the Attorney
General for review.

Furthermore, the Knott County Administrative Code states, “Only upon the written approval of the
Judge/Executive may the full-time employee begin his/her leave of absence”. No documentation was
provided to confirm approval of a leave of absence and fiscal court minutes do not discuss the matter.
Therefore, we are recommending the county attorney review all payments made to the deputy
judge/executive who resigned to determine if the county should seek restitution for compensation
paid to this individual after the date of his resignation.

County Judge/Executive Randy Thompson’s Response:

The Judge Executive only has one Deputy Judge and a Judge Pro-Tem. Section 120.2 of the Knott
County Administrative Code states “Administrative personnel appointments by the Judge Executive
shall include a Deputy Judge Executive...Judge Executive Pro-Tem.
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2007-12. All Contingent Liabilities Should Be Disclosed To The Fiscal Court

According to the county attorney’s representation letter received by us, the potential litigation issues
within Knott County are somewhere between $40,000 and $80,000. However, a construction lien was
filed with the county clerk’s office, subsequent to year-end, for the amount of $424,060 relative to the
Knott County Youth Center and Knott County Senior Center.

We recommend the county attorney or Attorney General review these transactions related to the lien
filed for appropriateness, and to determine if invalid transactions possibly entitle the fiscal court to
restitution. The county attorney or Attorney General should investigate whether the projects were
completed according to the contract and approved change orders, and take all necessary steps to
rectify this situation. In addition, the county attorney or Attorney General should review and take
appropriate action to limit the county’s liability and potential liability for injuries, which could arise
from the incomplete projects. Finally, the Department for Local Government (DLG) should be
notified in writing of all resolutions to these findings. We further recommend that in the future, the
fiscal court have a clear plan and understanding of its responsibility for overseeing the construction
and completion of all construction projects to avoid potential litigation.

County Judge/Executive Randy Thompson’s Response:

As to the litigation regarding the Knott County Youth Center, despite the amount of the construction
lien that has been asserted it continues to be the opinion of the county’s legal counsel that the matter
value has a maximum value at or around $80,000.00. At this time discovery had just begun on this
matter and both sides have filed legal motions, however, the county’s legal assessment of its potential
liability remains unchanged at this time. In fact the claim stands a strong possibility of being
dismissed outright. In addition, the County Judge Executive informed the Court of the action
immediately after receiving the appropriate documentation.
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2007-13. The County Failed To Comply With State Laws And Regulations

The county did not follow the guidelines set forth in the instructional guide and policy manual issued
by the State Local Finance Officer and applicable Kentucky Revised Statutes. Specifically, the
following non-compliances were noted:

. Fiscal court did not pay invoices within thirty (30) days as required. Thirteen (13) instances
were noted in which payment to vendors occurred more than 30 days after the county
received the invoice(s). In addition, the statutory 1% interest penalty was not paid to vendors
for each month payments exceeded thirty (30) days. Approximately 30% of the invoices in
the test sample were not paid within the statutory time frame.

. Within our sample tested, six (6) out of sixty-four (64) disbursements had insufficient
supporting documentation or no documentation at all. Three (3) out of sixty-four (64) were
incorrectly recorded in the wrong account or fund.

i The fiscal court had adopted a policy for small purchase procedures as required on November
16, 2005. When practical, this policy requires several price quotations from reputable
sources before purchases of less that $20,000 are made. Based upon our review, no
documentation was provided which indicated that the small purchase procedures were

implemented.
N Fiscal court did not review the administrative code.
. Fiscal court does not have a written investment policy.
N The fiscal court has an established Federal Grant Fund. However, federal monies were

accounted for in the following funds: the LGEA Fund, and State Grant Fund, along with
other non-federal monies.

KRS 68.020(5) outlines provisions for settlement of the treasurer’s accounts within thirty (30) days
after the close of each fiscal year. A written security agreement is a requirement of 12 U.S.C.§
1823(e). KRS 68.005(2) states, “The fiscal court shall review the county administrative code
annually and, during the month of June, may by a two-thirds majority of the entire fiscal court amend
the county administrative code at that time.” Requirements for a written investment policy are
addressed in KRS 66.480(3). Compliance requirements regarding expenditures are noted in KRS
65.140(2), which requires all bills for goods and services to be paid in full within thirty (30) working
days of receiving vendor invoices. It continues to state that if payment of invoices exceeds thirty (30)
days, a 1% interest penalty should be added. Also, the county’s administrative code states the fiscal
court adopted KRS Chapter 45A, Model Procurement Code, in its entirety. KRS Chapter 45A.385
allows purchases without bidding for contracts less than the $20,000 threshold if the small purchase
procedures are in writing and available to the public.

We recommend the county review, utilize, and adhere to all applicable laws and regulations.
Specifically, we recommend the county take the following action to comply with the Department for
Local Government requirements and Kentucky Revised Statutes included within:

. Ensure expenditures occur within thirty (30) days of receiving vendor invoicesor compensate
vendors according to statutory interest penalties for payments exceeding thirty (30) days.

. Review administrative code annually in June.

i Adopt a written investment policy.

. Follow the small purchasing procedures in accordance with the administrative code and KRS
Chapter 45A, Model Procurement Code.

. Ensure all financial transactions are recorded in the ledgers.

i Ensure that federal monies are accounted for in the appropriate funds.
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2007-13. The County Failed To Comply With State Laws And Regulations (Continued)

County Judge/Executive Randy Thompson’s Response:

The Fiscal Court will make every effort to pay bills as timely as possible. With respect to the other
comments, without more specific information from the auditors we cannot appropriately respond.
While you’re asking us to be very specific in all we do, your comments are very vague.

Auditor’s Reply:

Each and every invoice tested and all findings were discussed in detail with someone on your staff.

2007-14. Knott County Fiscal Court Did Not Follow Competitive Bidding Requirements
For County Projects And Contracts Not Bid Were Paid To Related Parties

Based on the county’s fourth quarter financial report, the fiscal court had $7,081,910 of operating
expenditures net of related debt and payroll. A sample of sixty-four (64) transactions was tested for
compliance with contract bidding requirements. Of this sample, forty-eight (48) out of sixty-four (64)
transactions were not competitively bid. Our test of compliance and internal controls noted $4.86
million out of $7.08 million were not bid.

During our review, we noted bids were not obtained for the county judge/executive’s 2007 Chevrolet
Avalanche valued at $36,200 in addition to the paving projects previously mentioned.

According to the county’s Administrative Code, the county has adopted, in its entirety, KRS Chapter
45A, the Kentucky “Model Procurement Code” (KMPC). According to KMPC, the county, as a local
public agency, may dispense with the requirement of competitive bidding and contract purchase
through noncompetitive negotiation only when 1) a written determination is made that competition is
not feasible and 2) it is determined, in writing, by a designee of the county that an emergency exists
which will cause public harm as a result of the delay in competitive procedures. We found neither
any written determination that competition was not feasible, nor that an emergency was declared to
exist. Thus, the county did not comply with the KMPC in the payment of these expenditures.

Competitive bidding ensures that the county procures materials and service contracts at the best price
available. By limiting competition, the county may not get the benefits of the best price available.
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2007-14. Knott County Fiscal Court Did Not Follow Competitive Bidding Requirements
For County Projects And Contracts Not Bid Were Paid To Related Parties
(Continued)

We recommend the county review and adhere to applicable laws relating to procurement. Also, fiscal
court should review related party transactions to determine if they are in violation of the county ethics
policy. A list of related party transactions and the procurement tested, which were not competitively
bid, have been forwarded to the Department for Local Government and to the Attorney General.

County Judge/Executive Randy Thompson’s Response:

Bids were requested for the 2007 Chevrolet Avalanche. This was explained to the representative of
the state auditor’s office. The Judge Executive wrote an advertisement and had it faxed to various
dealerships, thinking this would be a more effective way to attract bids from a larger variety of
dealerships. This unfortunately was not the case as only one dealership submitted a bid. The
auditors have not identified the 44 transactions to which they refer to the Judge Executive so we
cannot specifically respond to that allegation, however, we do advertise for bid every item or service
anticipated costing more than $20,000.00. We also advertise each year for the purchase of products
and services including, but not limited to, gravel, asphalt, fuel plus other services i.e. vending
machines. We did not do this in 2006, because contracts for these items/services had been bid and
awarded during the later part of 2005. As for the related party issues, again I’'m not sure specifically
what transactions to which they’re referring, however the court is aware of related parties as
identified earlier.

Auditor’s Reply:

Each and every invoice tested and all findings were discussed in detail with someone on your staff.
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2007-15. Knott County Fiscal Court Should Improve Controls Over Payroll Procedures

Several deficiencies were noted in the internal control structure as it relates to payroll, namely, in the
documentation, preparation, and presentation of payroll items. The following issues were noted
during payroll testing and need to be addressed by the fiscal court:

. Of the thirty-four (34) timesheets tested, sixteen (16) timesheets tested did not contain proper
supervisor signatures or proper employee signatures.

. Timesheets did not contain a week ending date to substantiate a valid timesheet for the weeks
tested. Also, timesheets do not track actual daily hours employees work.

. For one employee tested, no record of approval of salaries through the fiscal court is on file.

. In nineteen (19) instances, employee files were missing W-4 or K-4 information, or both.

. Health insurance plan information should be maintained in a separate file other than

individual personnel files based on confidentiality issues concerning the new Health
Insurance Portability and Accountability Act of 1996 (HIPAA) laws.

. Vacation time and sick leave are not monitored. No documentation was found for any
employees on the amount of vacation or sick leave available, used or earned.
. Treasurer holds full-time employment at a local bank as well as full-time employment for the

county. The timesheets did not contain enough information to determine if the treasurer
maintained a regular schedule.

The county’s administrative code in 330.4 defines a full-time employee as “an employee who works
at least forty (40) hours per week on a regularly scheduled basis.”

KRS 337.320 requires that employers “keep a record of the hours worked each day and week by each
employee.” Timesheets are also necessary to document eligibility for employee benefits such as
retirement.

Internal Revenue Service guidelines allow for the exclusion of certain employee benefits, including
retirement, dental insurance, and health insurance, from gross wages subject to federal taxation.
However, the employee benefits are only to be deducted from gross wages once.

Good internal controls dictate that all employees, except those statutorily exempt from this
requirement, maintain and submit timesheets for payroll processing. To further strengthen internal
controls, the timesheets should be signed by the employee and by the employee’s immediate
supervisor for verification and attestation of the accuracy of time reported.

Lack of proper internal controls for payroll increases the risk that incorrect payroll information will
be processed by the county and that these errors will not be identified and corrected.
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2007-15. Knott County Fiscal Court Should Improve Controls Over Payroll Procedures
(Continued)

We recommend that the county implement the following internal control procedures to ensure the
proper documentation, preparation, calculation and presentation of payroll related items:

. The county should ensure that employees’ health insurance information is kept separate from
the personnel files.

. The county should ensure that all deductions are applied consistently among all employees
according to documentation filed in each employee’s personnel file.

. The county should contact the Internal Revenue Service and the Kentucky Department of
Revenue for guidance on how to correct the 2006 Forms W-2.

. The county should require all employees to maintain and submit timesheets with daily detail,

except those statutorily exempt. Furthermore, the county should require employees and their
immediate supervisors to sign all timesheets.

. The fiscal court should approve all salaries and salary changes.

. The county should maintain correct job classifications to ensure proper reporting in correct
funds and budget line items.

. The county should record and monitor all vacation and sick leave earned and used.

We will refer this matter to the U. S. Department of Labor, Internal Revenue Service, Kentucky
Department of Labor, Office of Workplace Standards, Kentucky Retirement System, and the
Department of Revenue for review.

County Judge/Executive Randy Thompson’s Response:

Let the record reflect, this occurred during the previous administration. The current administration
discovered the mistake and corrected it. The Knott County Fiscal Court 2004 Forms W-2 as
originally filed were incorrect. Certain employee benefits were deducted twice from the gross
earnings, which resulted in taxable wages being understated by 384,337.29. As referenced above in
the auditor’s comments, employee benefits including retirement, dental insurance and health
insurance withholdings are only to be deducted once from gross earnings to arrive at taxable
earnings. The Knott County Fiscal Court issued 86 2004 Forms W-2c (corrected wage and tax
statements) to correct the original 2004 Forms W-2 and recommended that employees amend their
2004 Individual Income Tax Returns. The Knott County Fiscal Court Forms W-2 for 2005 and 2006
correctly reflect the deductions for the retirement and employee insurance withholdings and do not
require amending as the auditors suggest.

The Knott County Fiscal Court pays employees for overtime hours at a rate of one and one half times
their hourly wage rate. The Knott County Fiscal Court’s policy is to pay employees regular hourly
rates for holidays. The auditor’s findings that the Knott County Fiscal Court did not properly
calculate overtime and that a holiday was paid at an overtime rate were not brought to our attention
during the auditor’s fieldwork and we have not been provided with specific information to either
confirm or contest their findings.
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2007-15. Knott County Fiscal Court Should Improve Controls Over Payroll Procedures
(Continued)

County Judge/Executive Randy Thompson’s Response (Continued):

The Knott County Fiscal Court approves all salaries and salary changes as the auditors have
included in their recommendations. If the auditors found an exception to this policy, it was not
discussed with us during their fieldwork.

The Knott County Fiscal Court will strive to improve internal control procedures relating to payroll
timesheet preparation and supervisory approval of payroll timesheets. The Judge Executive has
appointed an employee to specifically oversee this and to monitor vacation and sick leave of county
employees.

Auditor’s Reply:

Each and every invoice tested and all findings were discussed with someone on your staff.

2007-16. Knott County Fiscal Court Expenditures Of Over $2 Million Failed To Have
Proper Documentation Or Comply With Payment Procedures

During the course of our engagement, we noted the county did not implement proper accounting and
internal control procedures for financial management activities:

. Auditors noted forty-eight (48) expenditures out of sixty-four (64) tested, or $4.86 million
out of $7.08 million, which did not meet testing requirements (i.e. original invoices,
maintaining of records, bids, et cetera).

. Check signers are the treasurer and the finance director/purchasing officer. KRS 68.275(1)
requires checks to be signed by the county judge/executive and co-signed by the county
treasurer.

. Invoices were not properly cancelled upon payment to prevent duplicate payments. We also

noted that our subsequent events test work revealed the potential for a triple payment
crossing years. We noted one payment for financial consulting in FYE 2005 appears to also
have been paid in FYE 2006 and again in FYE 2007. There were no supporting invoices for
FYE 2005 or FYE 2006, however the invoice for FYE 2007 is for services rendered within
FYE 2005 and 2006.

. Several invoices were noted as having descriptions on the invoices, which did not correspond
to the classification of the account line item to which it was posted or the fund from which
the payment was actually made.
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2007-16. Knott County Fiscal Court Expenditures Of Over $2 Million Failed To Have
Proper Documentation Or Comply With Payment Procedures (Continued)

. Purchase orders were not issued in accordance with established guidelines. Important

information was often excluded from purchase orders such as product descriptions,
quantities, prices, totals, and appropriation codes. Also, purchase orders were processed
without proper approval signatures. Purchase orders were also issued without comparison to
availability of budgeted funds.

. An accurate encumbrance list was not maintained. A variance of $391,731 was noted
between the county maintained General Fund encumbrance list and the 4™ Quarter Financial
Statement.

Good internal controls dictate that adequate supporting documentation be maintained for all receipts
and disbursements. The Department for Local Government (DLG) requires that original
documentation be maintained for all expenditures. Copies of invoices and faxed invoices are
unacceptable. All original invoices should agree to corresponding purchase orders. Additionally, all
documentation for financing activity should be maintained and included on financial reports.

Proper accounting procedures and internal control policies should be in place. Bank reconciliations
should be prepared for all accounts. Pre-numbered and preprinted checks should be used for
disbursements. The use of counter checks should be limited. All checks should be stored in a secure
location. All expenditures should be reviewed and approved by the fiscal court prior to payment.
Also, disbursements should be made as soon as practical after the fiscal court approves the
expenditures. All invoices should be cancelled upon payment. Purchasing procedures should be in
accordance with (DLG) requirements, specifically, purchase orders must include the appropriation
account number to which the claim will be posted and proper approval by management or the
department head. Vendor names, departments, product descriptions, quantities, and prices should be
on each purchase order issued in order for the purchasing procedures to be effective. Sound
management and a good internal control structure are essential for the achievement of full oversight
and accountability.

Lack of proper accounting practices and internal controls increases the risk that misstatements of
financial activity and/or fraud will occur and go undetected by the fiscal court. Without proper
procedures in place to mitigate this risk, the fiscal court is exposing public resources to potential
misstatements and/or fraud.

We recommend the county attorney or Attorney General review this matter to determine whether
further action is warranted. We also recommend the fiscal court take critical steps to implement
proper accounting and internal control procedures and monitor financial management activities by
doing the following:

o Develop procedures for retaining adequate supporting documentation for all financial
transactions.

o Maintain original invoices for all expenditures.

o Maintain proper documentation for all financing activities including, but not limited to, lease

agreements and amortization schedules. Also, all financing activity should be included on
financial reports as required.
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2007-16. Knott County Fiscal Court Expenditures Of Over $2 Million Failed To Have
Proper Documentation Or Comply With Payment Procedures (Continued)

o Develop procedures to ensure good accounting practices and internal control procedures.

o Prohibit the use of counter checks and all checks should be kept in a secure location.

o Maintain bank statements with imaged copies of both front and backsides of checks.

o Approve and review all disbursements prior to payment. In addition, the lapse of time

between approval of expenditures and the actual disbursement should be limited.
Cancel (mark paid) all invoices upon payment.

Adhere to purchasing procedure requirements and guidelines set forth by the
Department for Local Government (DLG) State Local Finance Officer Policy Manual.

[o)e]

County Judge/Executive Randy Thompson’s Response:

The Knott County Fiscal Court was responsible for writing over 10,300 checks. Five disbursements-
only five-were made by counter checks. In at least two of these instances, these were simply for
accounts, which were set up to make one deposit for a grant for which one check would be written. In
the other cases they were written to close accounts. It is our thinking that if only one check will ever
be written on an account that it would certainly be unwise to order and pay for checks when only one
check is needed.

In response to your note that 44 expenditures out of 54 tested did not meet testing requirements, it is
our understanding that many of these are for the months of July and August which you did not notice
were not in the paid invoice files as previously stated. For the others, we wish you would be more
specific as to why they did not pass you test. You say (i.e. original invoices, maintaining of records,
bids, etcetra). This is not very specific. We think all of these invoices to which you are referring were
in fact available for your viewing. You seem to be saying they were not there. If they were not, it is
probably for those that were in July or August.

Auditor’s Reply:

Of the 44 expenditures which did not meet testing requirements, 44 did not follow the requirements
for the procurement bid process as established by the county’s Administrative Code, 2 did not have
sufficient documentation and 10 were not paid within 30 days of the invoice date. Of the 54
expenditures tested in total, 13 were expenditures paid in the months of July and August. Of those 13
expenditures, 6 did not follow the requirements for the procurement bid process as established by the
county’s Administrative Code.
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2007-17. Knott County Fiscal Court Minutes Should Accurately Reflect What Occurs At
Fiscal Court Meetings; and Committees, Commissions and Boards Appointed
By The Fiscal Court Should Also Maintain Minutes Of Their Respective
Meetings

Fiscal court minutes are not detailed enough to provide adequate information to the public. The fiscal
court minutes and appointed committees need to accurately reflect what occurs during fiscal court and
committee meetings. The minutes need to include all bids submitted to fiscal court, a listing of all
claims approved and paid, copies of budgets and financial statements or other items presented and any
other information that supports the actions taken by the fiscal court. Anyone looking for information
about meetings should be able to find it in the minutes. The absence of this supporting documentation
prevents the public from knowing what actually occurred at the meetings. We were often unable to
verify information in the minutes because of the lack of detail and supporting schedules. Many of the
questions we have with the minutes could have been avoided by simply attaching the amendments,
budgets, ordinances, bids, deeds, agreements, or any additional paperwork that was submitted to the
fiscal court. We recommend that the fiscal court appointed committees, commissions and boards
maintain accurate minutes with supporting documentation of all actions taken. We further
recommend that the fiscal court minutes contain any information necessary to support the actions
taken by the fiscal court and consult with the Department for Local Government (DLG) if any
additional help is needed.

County Judge/Executive Randy Thompson’s Response:

This concern will be addressed with the county clerk, who records the minutes for the Fiscal Court’s
meetings. In addition, boards or committees appointed by the Fiscal Court will be required to keep
minutes of their meetings.

2007-18. The County Does Not Maintain Proper Documentation For Accurate Valuation
Of Capital Assets

The county does not maintain original documentation for all capital assets. Several instances were
noted in which copies had to be obtained for deeds, titles, and invoices since the original
documentation could not be located. Additionally, some deeds were not executed; titles and invoices
were not available at all. Also, there was no complete capital asset inventory listing available. Based
upon missing, incomplete or lack of documentation; values relating to capital assets could not be
determined.

The county cannot properly determine insurance needs or if surplus property is owned without proper
documentation. The Instructional Guide For County Budget Preparation and State Local Olfficer
Policy Manual, issued by the Department for Local Government (DLG), outlines requirements for
capital assets. The requirements specifically state: “All contracts, invoices, purchase orders and
authorizations, vendor bidding documentation, receipts, deeds, etc. must be maintained/filed with the
asset documentation records.”

The county does not maintain proper supporting documentation for capital assets and did not comply
with capital asset requirements as established by DLG.
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2007-18. The County Does Not Maintain Proper Documentation For Accurate Valuation
Of Capital Assets (Continued)

We recommend the county maintain all capital asset documentation as required in DLG’s policy
manual. Original documentation should be maintained in a central location with copies provided to
the applicable departments as necessary for departmental recordkeeping.

County Judge/Executive Randy Thompson’s Response:

The Knott County Fiscal Court will make every effort of prepare a Capital Assets Schedule.

2007-19. The County Does Not Maintain Proper Documentation Totaling $18,000 For
Independent Contractors

During our testing of payroll, we noted one independent contractor retained by the county to provide
services did not have a written agreement with the county for the scope of the services to be
performed, or for the details and documentation required for submission of invoices for payment.
The contractor, a corporation, was paid $18,000. The contractor, however, was approved by the fiscal
court to be paid a monthly amount. Our test work noted that none of these payments were reported to
the IRS on Form 1099 MISC.

In addition, a second independent consultant, an individual was noted. The former treasurer was paid
both as a consultant and as an employee and did not have a written agreement for the scope of
services to be performed.

In order for these contractors to be paid, an invoice detailing the services provided on a monthly basis
should be maintained and monitored to ensure the safeguarding of assets. Supporting documentation
should be maintained with the invoices for time and expenses incurred for the services provided. We
recommend the county contact federal and state agencies for guidance on how to determine and
document the status of independent contractors, the writing of service agreements, submission of
supporting documentation for services performed in order to minimize any loss of assets.

County Judge/Executive Randy Thompson’s Response:

A written agreement will be signed between the county and independent contractors in the future.
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2007-20. Approximately $8.2 Million Of Assets Are At Risk Due To Inadequate
Insurance Coverage

As of the date of this audit report, the Knott County Judicial Center, Detention Center, and the
ongoing swimming pool project do not have adequate flood insurance. The county obtained $135,000
of flood insurance for the Judicial Center building. This building had an outstanding principal debt
balance at June 30, 2006 of $5.855 million.

The $1.1 million Detention Center and the swimming pool project with costs exceeding $1 million do
not have any flood insurance. However, the county does have a $1 million flood policy through
KACO, but this policy does not cover buildings located in the 100-year floodplain. The Judicial
Center, Detention Center, and swimming pool are located in the 100-year floodplain.

Good cash management dictates the fiscal court retain adequate insurance coverage and ensure assets
of significant value are included on insurance policies. According to FEMA’s Public Assistance
Guide for insurable structures that do not have flood insurance or carry inadequate flood insurance,
FEMA will reduce all grants by the greater of: 1) the maximum amount of insurance proceeds that
have been obtained from a standard National Flood Insurance Program flood insurance policy; or 2)
the actual insurance proceeds received.

Approximately $8.2 million of the county’s assets, representing about 99% of buildings, are at risk
because the fiscal court does not maintain adequate flood insurance. In addition, the assets that are
not adequately insured were all recently constructed or remodeled.

We recommend the fiscal court maintain adequate insurance coverage for all assets. Officials should
periodically review insurance policies to ensure all assets have been added or deleted as necessary.
Also, we recommend the fiscal court obtain flood insurance for all assets located in flood prone areas
in an amount sufficient to recover losses suffered in the event of a flood.

County Judge/Executive Randy Thompson’s Response:

The county has contacted KACO and requested the additional insurance coverage.

2007-21. Fiscal Court Paid $221 In Late Fees On Credit Card Payments

During the course of our testing, we noted that many invoices were paid past the due date, especially
for the Knott County Fiscal Court and Human Services Center. Payments for credit cards used by the
employees included $221 in late fees. We further noted in several instances the supporting
documentation (i.e. cash register receipts) were not maintained or reconciled to the statements and an
outstanding balance remained unpaid on the accounts. We also noted that the credit limits of two (2)
of the vendors used for credit cards seemed excessive when compared to the average amount
purchased each month. The average purchase amounts on the cards on a monthly basis are
approximately $350, however the credit line on one card is $9,500 and $22,500 on the other. The
latter one also has a cash line limit of $4,500. Based upon the documentation we could not determine
the number of cards that were available on either of these accounts or the employees assigned to these
cards.

Strong internal controls dictate that there be procedures in place that reconcile monthly credit card
receipts submitted by employees to the credit card statements. A strong mitigating control is to
remove cash availability on any credit card and maintain the credit limits commensurate with the
needs of the county.
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2007-21. Fiscal Court Paid $221 In Late Fees On Credit Card Payments
(Continued)

We recommend that the fiscal court implement procedures to eliminate the excessive credit lines
ensure proper authorization and use of the credit cards and to reconcile the credit card receipts to the
credit card statements on a monthly basis.

County Judge/Executive Randy Thompson’s Response:

The court will look into the credit limit on cards and make every attempt to pay them on time.

2007-22. Fiscal Court Should Improve Policy and Procedures Related To The Schedule
Of Expenditures Of Federal Awards

During our review of the Schedule of Expenditures of Federal Awards (SEFA), we noted multiple
significant errors. Specifically, we noted the following errors:

Y% Approximately $251,793 of federal expenditures were not included on the schedule.
0 The SEFA did not include all applicable federal grants awarded to the county government.

OMB Circular A-133, Subpart C-Auditees; 8 . 300 Auditee responsibilities states, “The auditee
shall:

Y% Identity, in its accounts, all Federal awards received and expended and the Federal programs
under which they were received. Federal program and award identification shall include, as
applicable, the CFDA title and number, award number and year, name of the Federal agency,
and name of the pass-through entity.

O Prepare appropriate financial statements, including the Schedule of Expenditures of Federal
Awards in accordance with 0 3107

We recommend fiscal court follow OMB Circular A-133 for preparation of the government’s SEFA
and review for completeness. We further recommend procedures be put into place to ensure all
federal grants awarded and expenditures paid are included.

County Judge/Executive Randy Thompson’s Response:

The Fiscal Court will make every effort to follow the guidelines you specify.








